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EXECUTIVE SUMMARY

This report, which was prepared at the request of Rep. David Minge, investigates why
prescription drugs are so expensive for senior citizens in the 2nd Congressional District in
Minnesota. It finds that price discrimination by drug manufacturers is one of the principal
causes of the high drug prices that confront seniors. This report is the first report to quantify the
extent of prescription drug price discrimination in Mr. Minge’s district and its impacts on
seniors.

The report finds that older Americans and others who pay for their own drugs are
charged far more for their prescription drugs than are the drug companies’ most favored
customers, such as health maintenance organizations and the federal government. The report
finds that a senior citizen in Mr. Minge’s district paying for his or her own prescription drugs
must pay, on average, more than twice as much for the drugs as the drug companies’ favored
customers. And the report finds that this is an unusually large price differential -- more than five
times greater than the average price differential for other consumer goods.

In effect, the report finds that the pricing strategies of drug manufacturers victimize those
who are least able to afford it. As a result of price discrimination, large corporate and
governmental customers with market power are able to buy their drugs at low prices, while
senior citizens, who often have the greatest need and the least ability to pay, are forced to pay the
highest prices for prescription drugs.

A. Methodology

This report investigates the pricing of the five brand name prescription drugs with the
highest sales to the elderly. It estimates the differential between the prices charged to the drug
companies’ most favored customers, such as HMOs and the federal government, and the prices
charged to seniors who lack prescription drug coverage. The results are based on a survey of
retail prescription drug prices in chain and independently owned drug stores in Mr. Minge’s
congressional district in Minnesota. These prices are compared to the prices paid by the drug
companies’ most favored customers. For comparison purposes, the study also estimates the
differential between prices for favored customers and retail prices for other consumer goods.

B. Findings

Older Americans in Mr. Minge’s congressional district pay inflated prices for
commonly used drugs. For the five drugs investigated in this study, the average price
differential was 124% (Table 1). This means that senior citizens and other individuals in
Mr. Minge’s district who pay for their own drugs pay more than twice as much for these drugs
than do the drug companies’ most favored customers. In dollar terms, senior citizens must pay
on average $50.30 to $103.69 more per prescription for these five drugs than favored customers.




Table 1: Average Prices in Mr. Minge’s District for the Five Best-Selling Drugs for
Older Americans Are More Than Twice as High as the Prices That Drug Companies
Charge Their Most Favored Customers.

Prescription | Manufacturer Use Prices For Prices Differential
Drug Favored For For
Customers Seniors Senior Citizens
Percent | Dollar
Zocor Merck Cholesterol $27.00 $98.85 266% $71.85
Prilosec Astra/Merck Ulcers $58.73 $114.93 96% $56.20
Zoloft Pfizer, Inc. Depression $115.70 $219.39 90% $103.69
Procardia XL |Pfizer, Inc. Heart Problems $70.15 $131.29 87% $61.14
Norvasc Pfizer, Inc. High Blood Pressure $61.27 $111.57 82% $50.30
Average Price Differential 124%

For other popular drugs, the price differential is even higher. This study also
analyzed a number of other popular drugs used by older Americans, and in some cases found
even higher price differentials. The drug with the highest price differential was Synthroid, a
commonly used hormone treatment manufactured by Knoll Pharmaceuticals. For this drug, the
average price differential for senior citizens in Mr. Minge’s district was 1,469%. A typical
prescription for this drug would cost the manufacturer’s favored customers only $1.75, but
would cost the average senior citizen in Mr. Minge’s district more than $27.00.

Price differentials are far higher for drugs than they are for other goods. The report
compared drug prices at the retail level to the prices that the pharmaceutical industry gives its
most favored customers, such HMOs and the federal government. Because these customers
typically buy in bulk, some difference between retail prices and “favored customer” prices
would be expected. The study found, however, that the differential was much higher for
prescription drugs than it was for other consumer goods. The average price differential for the
five prescription drugs was 124%, while the price differential for other goods was only 22%.

Pharmaceutical manufacturers, not drug stores, are primarily responsible for the
discriminatory prices that older Americans pay for prescription drugs. In order to
determine whether drug companies or retail pharmacies cause the high prescription drug prices
paid by seniors in Mr. Minge’s congressional district, the study compared average wholesale
prices that pharmacies pay for drugs to the prices at which the drugs are sold to consumers. This
comparison revealed that the pharmacies in Mr. Minge’s district have relatively small markups
between the prices at which they buy prescription drugs and the prices at which they sell them.
This indicates that it is drug manufacturer pricing policies, not pharmacy markups, that account
for the inflated prices charged to older Americans and other customers.
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L THE VULNERABILITY OF OLDER AMERICANS TO HIGH DRUG PRICES

Numerous surveys and studies have concluded that many older Americans pay high costs
for prescription drugs and are having a difficult time paying for the drugs they need. The cost of
prescription drugs is particularly important for older Americans because they have more medical
problems, and take more prescription drugs, than the average American. This situation is
exacerbated by the fact that the Medicare program, the main source of health care coverage for
the elderly, fails to cover the cost of most prescription drugs.

According to the National Institute on Aging, “as a group, older people tend to have more
long-term illnesses -- such as arthritis, diabetes, high blood pressure, and heart disease -- than do
younger people.”! Other chronic diseases which disproportionately affect older Americans
include depression and neurodegenerative diseases such as Alzheimer’s disease, Lou Gehrig’s
disease, and Parkinson’s disease. Older Americans spend almost three times as much of their
income (21%) on health care than those under the age of 65 (8%).”

The latest survey data indicate that 86% of Medicare beneficiaries are taking
prescription drugs.” Almost 14 million senior citizens, 38% of all Medicare beneficiaries, use
more than $1,000 of prescription drugs annually.* The average older American uses 18.5
prescriptions annually.’ It is estimated that the elderly in the United States, who make up 12%
of the population, use one-third of all prescription drugs.’

Although senior citizens have the greatest need for prescription drugs, they often have
the most inadequate insurance coverage for the cost of these drugs. With the exception of drugs
administered during inpatient hospital stays, Medicare generally does not cover prescription

! National Institute on Aging (NIA), NIA Age Page (1997) (online at www.nih.gov/nia/
health/pub/medicine.htm).

2 AARP Public Policy Institute and the Lewin Group, Out of Pocket Health Spending By
Medicare Beneficiaries Age 65 and Older: 1997 Projections (Feb. 1997).

* Health Affairs, Prescription Drug Coverage, Utilization, and Spending Among
Medicare Beneficiaries, 237 (Jan./Feb. 1999).

* National Economic Council, Domestic Policy Council, Disturbing Truths and
Dangerous Trends: The Facts About Medicare Beneficiaries and Prescription Drug Coverage
(July 22, 1999).

> Prescription Drug Coverage, Utilization, and Spending Among Medicare
Beneficiaries, supra note 3, at 237.

¢ Senate Special Committee On Aging, Developments in Aging: 1993, 103d Cong., 2d
Sess. 35 (1994) (S. Rpt. 403).



drugs. According to a recent analysis by the National Economic Council, approximately 75% of
Medicare beneficiaries lack dependable, private-sector prescription drug coverage.’

Thirty-two percent of Medicare recipients -- 10 million senior citizens -- do not have any
insurance coverage for prescription drugs.® In rural areas, the problem is even worse, with 48%
of Medicare recipients lacking any prescription drug coverage.” In total, Medicare beneficiaries
pay more than half of their drug costs out of their own pockets."

Even when seniors have prescription drug coverage, the coverage is often inadequate.
The number of firms offering retirees prescription drug coverage is declining, from 40% in 1994
to 30% in 1998."" Medigap policies are often prohibitively expensive, while offering inadequate
coverage.'> Medicare managed care plans are also sharply reducing benefits and coverage."

" Disturbing Truths and Dangerous Trends: The Facts About Medicare Beneficiaries and
Prescription Drug Coverage, supra note 4.

8 Health Affairs, Medicare Beneficiaries and Drug Coverage, 252 (March/April 2000).

® Disturbing Truths and Dangerous Trends: The Facts About Medicare Beneficiaries and
Prescription Drug Coverage, supra note 4 (supplemental materials).

' Health Care Financing Administration, The Characteristics and Perceptions of the
Medicare Population, 107 (1996).

"' Disturbing Truths and Dangerous Trends: The Facts About Medicare Beneficiaries
and Prescription Drug Coverage, supra note 4.

12 . - . . ..
_'* For example, one typical Medigap policy requires beneficiaries to meet g $250
deductible, ande %(henpcovers only 50% o?t%epcgst o¥pr§scrlptlon rugs, up to a maximum benefit

of $1,250. Prescription Drug Coverage, Utilization, and Spending Among Medicare
Beneficiaries, supra note 3.

13 . . . . .
While some Medicare managed care plans may offer optional prescription dru
coverage, these pians are ramatlc;llily %e ucmgpcoveragt}:l, wit ngar y 609/0 repg)rtmg tha? they

will cap prescription drug benefits below $1,000, and 28% reporting that they will cap benefits
below $500 in the year 2000. These managed care plans are also withdrawing coverage for over
400,000 seniors this year, and are expected to drop coverage for an additional 50,000 next year.
Overall, only 6% of Medicare recipients obtain prescription drug coverage through managed
care plans. Disturbing Truths and Dangerous Trends: The Facts About Medicare Beneficiaries
and Prescription Drug Coverage, supra note 4; Prescription Drug Coverage, Utilization, and
Spending Among Medicare Beneficiaries, supra note 3.
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The high costs of prescription drugs and the lack of insurance coverage cause enormous
hardships for older Americans. One study found that 13% of older Americans surveyed -- more
than one out of every eight -- were forced to choose between buying food and buying medicine."*
By another estimate, five million older Americans are forced to make this difficult choice."

II. ARE DRUG COMPANIES EXPLOITING THE VULNERABILITY OF OLDER
AMERICANS?

Independent analysts who have investigated the drug industry have concluded that drug
manufacturers engage in “price discrimination.” In 1998, for example, the Congressional
Budget Office (CBO) conducted a detailed examination of drug pricing. CBO found that drug
manufacturers employ pricing practices that force consumers without prescription drug coverage
to pay the highest prices for drugs. According to CBO:

Different buyers pay different prices for brand-name prescription drugs. . . . In today’s
market for outpatient drugs, purchasers that have no insurance coverage for drugs . . . pay

the highest prices for brand name drugs.'®

In March 1999, the Federal Trade Commission (FTC) released a comprehensive analysis
of prescription drug pricing that reached a similar conclusion. As in the CBO study, the FTC
study found that drug manufacturers engage in price discrimination. According to the FTC: “A
notable example of differential pricing is the so-called ‘two tiered pricing structure’ under which
pharmaceutical companies set lower prices to large buyers like hospitals, HMOs, and PBMs, and

charge higher prices to other buyers that include the uninsured and independent and chain retail
pharmacies.”"’

Rep. David Minge asked the minority staff of the Committee on Government Reform to
investigate whether these discriminatory pricing practices are occurring in his congressional
district. In particular, Mr. Minge asked the staff to investigate whether the drug companies are
discriminating against older Americans and other consumers who buy their own drugs by forcing
them to pay higher prices than other purchasers. This report presents the results of this
investigation. It is the first report to quantify the extent of prescription drug price discrimination
and its impact on senior citizens in the 2nd Congressional District in Minnesota.

1. METHODOLOGY

'% Families USA Foundation, Worthless Promises: Drug Companies Keep Boosting
Prices, 6 (Mar. 1995).

' Senate Special Committee on Aging, A Status Report -- Accessibility and Affordability
of Prescription Drugs For Older Americans, 102d Cong., 2d Sess. 2 (1992) (S. Rpt. 100).

'8 Congressional Budget Office, How Increased Competition from Generic Drugs Has
Affected Prices and Returns in the Pharmaceutical Industry, xi (July 1998).

'7 Federal Trade Commission, The Pharmaceutical Industry: A Discussion of
Competitive and Antitrust Issues in an Environment of Change, 75 (Mar. 1999).
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A. Selection of Drugs

The principal drugs investigated in this report are the five patented, nongeneric drugs with
the highest annual sales to older Americans in 1997. The list was obtained from the Pennsylvania
Pharmaceutical Assistance Contract for the Elderly (PACE). The PACE program is the largest
outpatient prescription drug program for older Americans in the United States for which claims
data is available, and is used in this study, as well as by several other analysts, as a proxy
database for prescription drug usage by all older Americans. In 1997, over 250,000 persons were
enrolled in the program, which provided over $100 million of assistance in filling over 2.8
million prescriptions.'®

B. Determination of Drug Prices for Seniors

In order to determine the prices that senior citizens are paying for prescription drugs in
Mr. Minge’s congressional district, the minority staff and the staff of Mr. Minge’s congressional
office conducted a survey of ten drug stores -- including both independent and chain stores -- in
his district. Mr. Minge represents the 2nd Congressional District in southwestern Minnesota
which includes the cities of Willmar and Shakopee and surrounding rural communities. The
location of the stores is shown in Appendix D.

C. Determination of Drug Prices for Favored Customers

Drug pricing is complicated and drug companies closely guard their pricing strategies.
For example, drug companies require HMOs to sign confidentiality agreements before offering
them pricing discounts. The best publicly available indicator of the prices drug companies charge
their most favored customers is the prices the companies charge the federal government.

The federal government pays for prescription drugs through several different programs.
One important program is the Federal Supply Schedule (FSS), which is a price catalogue
containing goods available for purchase by federal agencies. Drug prices on the FSS are
negotiated by the Department of Veterans Affairs (VA) and approximate the prices that the drug
companies charge their most favored non-federal customers. According to the U.S. General
Accounting Office, “[u]nder GSA procurement regulations, VA contract officers are required to
seek an FSS price that represents the same discount off a drug’s list price that the manufacturer
offers its most-favored nonfederal customer under comparable terms and conditions.”® To obtain

'8 Pharmaceutical Assistance Contract for the Elderly (“PACE”), Pennsylvania
Department of Aging, Annual Report to the Pennsylvania General Assembly January I -
December 31, 1997 (Apr. 1998).

' U.S. General Accounting Office, Drug Prices: Effects of Opening Federal Supply
Schedule for Pharmaceuticals Are Uncertain 6 (June 1997) (emphasis added). In an April 21,
1999, letter to Rep. Henry A. Waxman, GAO confirmed that “federal supply schedule prices
represent the best publicly available information on the prices that pharmaceutical companies
charge their most favored customers.” Letter from William J. Scanlon, Director, GAO Health
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additional price discounts available to the private sector, the VA has established at least two
additional negotiated-price programs: (1) a VA formulary that operates similarly to the
formularies established by well-managed HMOs,” and (2) a Blanket Price Agreement (BPA)
program, under which the VA commits to purchasing minimum quantities of particular
prescription drugs. Yet another program through which the federal government obtains
prescription drugs is section 340(b) of the Public Health Service Act, which entitles four agencies
(the VA, the Indian Health Service, the Department of Defense, and the Public Health Service) to
purchase drugs at a maximum price of 24% below the manufacturer’s average nonfederal price.

This analysis uses the lowest negotiated price paid by the federal government as a proxy
for the prices paid by drug companies’ most favored customers.”’ All prices were updated in
March 2000 to reflect current pricing.

D. Determination of Drug Prices for Pharmacies

The report also examines two other pricing indicators: (1) the Average Wholesale Price
(AWP) and (2) the Wholesale Acquisition Cost (WAC). These two prices provide an indicator of
the extent of markups that are attributable to the pharmacy (in contrast to those that are due to the
drug manufacturer). The AWP represents the price that manufacturers suggest that wholesalers
charge retail pharmacies; the WAC represents the actual average price that wholesalers pay to
acquire drugs. The typical wholesaler markup on drugs for sale to pharmacies is an additional 2%
- 4%.2 Both AWP and WAC were obtained from the Medispan database and were updated in
January 2000 to reflect current pricing.

E. Determination of Drug Dosages

When comparing prices, the study used the same criteria (dosage, form, and package size)
used by the GAO in its 1992 report, Prescription Drugs: Companies Typically Charge More in
the United States Than In Canada. For drugs that were not included in the GAO report, the study
used the dosage, form, and package size common in the years 1994 through 1997, as indicated in

Financing and Public Health Section.

% For a detailed description of the Department of Veterans Affairs Formulary program,
see the National Formulary Content Page, online at www.dppm.med.va.gov/newsite/
national.htm.

2! For Norvasc, Prilosec, and Procardia XL, the Federal Supply Schedule price was used
as the indicator of best price. VA’s Blanket Price Agreement prices were used for Zoloft and
Micronase. For Zocor, the VA’s formulary price was used as the indicator of best price. In the
case of Synthroid, the manufacturer has voluntarily agreed to sell the drug for a price below the
FSS list price to VA and the Department of Defense. The study uses this voluntary price as
Synthroid’s best price.

2 Patricia M. Danzon, Price Comparisons for Pharmaceuticals: A Review of U.S. and
Cross-National Studies (April 1999).



the Drug Topics Red Book. The dosages, forms, and package sizes used in the study are shown in
Appendix B.

F. Price Differentials for Other Consumer Goods

In order to determine whether the differential between the most favored customer prices
and retail prices for drugs commonly used by older Americans is unusually large, the study
compared the prescription drug price differentials to price differentials on other consumer
products. To make this comparison, a list of consumer goods other than drugs available through
the FSS was assembled. FSS prices were then compared with the retail prices at which the items
could be bought at a large national chain.”

IV. DRUG COMPANIES CHARGE OLDER AMERICANS DISCRIMINATORY
PRICES

A. Discrimination in Drug Pricing

In the case of the five drugs with the highest sales to seniors, the average price differential
between the price that would be paid by a senior citizen in Mr. Minge’s district and the price that
would be paid by the drug companies’ most favored customers was 124% (Table 1). This means
that the average price that older Americans and other individual consumers in Mr. Minge’s
district pay for these drugs is more than double the price paid by the drug companies’ favored
customers, such as HMOs and the federal government.

For individual drugs, the price differential was even higher. Among the five best selling
drugs, the highest price differential was 266% for Zocor, a cholesterol treatment manufactured by
Merck. The average senior without drug coverage must pay $98.85 for 60 tablets of Zocor,
compared to a favored customer price of just $27.00.

For other popular drugs, the study found even greater price differentials. The drug with
the highest price differential was Synthroid, a commonly used hormone treatment manufactured
by Knoll Pharmaceuticals. For this drug, the average price differential for senior citizens in
Mr. Minge’s district was more than 1,450%. One hundred tablets of this drug would cost the
most favored customers only $1.75, but would cost the average senior citizen in Mr. Minge’s
district $27.46. For Micronase, a diabetes treatment manufactured by Upjohn, the price
differential was 417% (Figure 1).

2 The items used were paper towels, envelopes, rubber bands, toilet paper, pencils,
Rolodexes, tape dispensers, waste baskets, correction fluid, post-it notes, paper clips, and
SCiSSOrs.



